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EXPOSURE DRAFT
PROPOSED STATEMENT ON AUDITING
STANDARDS: ILLEGAL ACTS BY CLIENTS
APRIL 30, 1976

Issued by the Auditing Standards Executive Committee of the
American Institute of Certified Public Accountants
For Comment From Persons Interested in Auditing and Reporting

Comments should be received by July 30, 1976, and addressed to
Auditing Standards Division, File Ref. No. 3620
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas New York, New York 10036

(212) 575-6200

April 30, 1976

To Practice Offices of CPA Firms ; Members of
Council; Technical Committee Chairmen; State
Society and Chapter Presidents, Directors and
Committee Chairmen; Organizations Concerned
With Regulatory, Supervisory or Other Public
Disclosure of Financial Activities; Persons
Who Have Requested Copies:

An exposure draft of a proposed Statement on Auditing Standards entitled
"Illegal Acts by Clients" accompanies this letter. The exposure
period has been extended in recognition of the importance of this issue.
This proposed Statement does not contain specific procedures to detect
an illegal act by a client. An examination in accordance with generally
accepted auditing standards cannot be expected to provide assurance that
illegal acts will be detected. This limitation is considered in another
proposed Statement entitled "The Independent Auditor's Responsibility for the
Detection of Errors and Irregularities" also issued for comment today.
The proposed Statement does specify that the auditor should be aware
of the possibility that illegal acts may have occurred that may have
a material effect on the financial statements. It further requires that
should an auditor become aware of a possible illegal act he should
perform additional procedures to investigate the matter and, if necessary,
consult with legal counsel. The exposure draft also offers practical
suggestions in connection with illegal acts that do not appear to have
a material effect on the financial statements.
Comments and suggestions on any aspect of the enclosed draft are sought
and will be appreciated. They should be addressed to the Auditing Standards
Division, Tile Ref. No. 3620, at the AICPA in time to be received by
July 30, 1976. The Auditing Standards Executive Committee will be particularly
interested in the reasoning underlying comments and suggestions.
Sincerely,

John F. Mullarkey, Director
Auditing Standards Division

Kenneth P. Johnson, Chairman
Auditing Standards Division

PROPOSED STATEMENT ON AUDITING STANDARDS
ILLEGAL ACTS BY CLIENTS
1. This Statement provides guidance for an independent auditor
when acts that appear to him to be
illegal come to his attention during
an examination of financial statements in accordance with generally
accepted auditing standards. This
Statement also discusses the extent
of the attention he should give,
when performing such an examination, to the possibility that such acts
may have occurred. The types of
acts encompassed by this Statement
include illegal political contributions to a candidate in an election
for a federal office, bribes, and other
violations of laws and regulations.
2. This Statement sets forth
guidelines for the appropriate conduct of an independent auditor in
fulfilling his obligation to report on
financial statements in accordance
with professional standards (paragraphs 4-19). It also offers practical
suggestions and guidance for the
auditor in connection with illegal
acts not having a material effect
on the financial statements (paragraphs 20 and 21).
3. An examination made in accordance with generally accepted
auditing standards cannot be expected to provide assurance that
illegal acts will be detected. 1 In reporting on financial statements, the
independent auditor holds himself
out as one who is proficient in accounting and auditing. Determining whether an act is illegal is
usually beyond the professional
competence of an auditor. The
auditor's training and experience,
however, ordinarily should provide
a reasonable basis for an awareness
1

See SAS No. XX, "The Independent
Auditor's Responsibility for the Detection of Errors and Irregularities," paragraph 18, regarding the limitations of
an examination in accordance with
generally accepted auditing standards.

that some acts by a client coming to
his attention in the performance of
his examination might be illegal.
Nevertheless, the further removed
such an act is from the events and
transactions ordinarily reflected
specifically in financial statements,
the less likely it is that the auditor
may become aware of the act or
recognize its possible illegality.
Procedures That May
Illegal Acts

identify

4. The auditor's examination
in accordance with generally accepted auditing standards does
not ordinarily include procedures
specifically designed to detect illegal acts. In making such an examination, however, the auditor should
be aware of the possibility that
illegal acts may have occurred that
may have a material effect on the
financial statements. If as a result
of his procedures the auditor believes that illegal acts may have
occurred, he should perform additional procedures to investigate
those matters, including consultation with legal counsel as necessary,
to obtain an understanding of the
nature of the acts and their possible effects on the financial statements.
5. The auditor's examination
contains procedures that are performed primarily for other purposes,
but that may also bring possible illegal acts to his attention. Such procedures include evaluation of internal control and related tests of
transactions and balances (paragraphs 6-8), and inquiries of management and others (paragraphs 9
and 10).
6. Evaluation of Internal Control and Related Tests of Transactions and Balances. The auditor's
interest in internal accounting con5

trol relates to the authorization,
execution, and recording of transactions and accountability for the
related assets (see SAS No. 1, sections 320.27-.40 and 320.43-.48).
The auditor's review and tests of
compliance with internal accounting control procedures and related
substantive tests may bring to his
attention unauthorized transactions;
transactions improperly recorded
as to amount, accounting period, or
classification; or transactions not
recorded in a complete or timely
manner to maintain accountability
for assets. Such transactions may
raise questions about the possible
existence of an illegal act.
7. In making an examination, the
auditor obtains evidential matter as
to the propriety of the accounting
treatment of and support for transactions and balances. The procedures performed to obtain evidential
matter include obtaining an understanding of the transactions tested
and their business purpose. A transaction that appears to the auditor
to have a very unusual or questionable purpose may raise questions
about the possible existence of an
illegal act.
8. In making an examination, the
auditor ordinarily considers laws
and regulations that have a direct
monetary effect on the amounts
presented in financial statements,
knowledge of which is within the
expertise of the auditor. For example, tax laws affect accruals and
the amount recognized as an expense in the accounting period.
Also, applicable laws or regulations
may affect the amount of revenue
accrued under government contracts.
9. Inquiries of Management and
Others. The auditor's examination
should include inquiries of the cli-
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ents management in connection
with the accounting for, and disclosure of, loss contingencies and
related communication with legal
counsel. The auditor should also
inquire about the client's compliance with laws and regulations and
about the client's procedures relevant to the prevention or detection
of illegal acts, such as policy directives issued by the client and periodic representations obtained by
the client from management at appropriate levels of authority concerning compliance with laws and
regulations. Possible illegal acts
may come to the auditor's attention
through such inquiries. For example, an auditor may learn of an
investigation by a governmental
agency or enforcement proceedings
concerning violations of laws with
respect to occupational health and
safety, food and drug administration, securities, truth in lending,
environmental protection, or price
fixing or other anti-trust practices.
10. If no external evidence, such
as a government agency investigation or an enforcement proceeding, comes to the auditor's attention
or if there is no information from
the client's management or legal
counsel drawing his attention to
such matters, the auditor's examination cannot reasonably be expected
to detect the types of violations of
laws and regulations that are indicated in paragraph 9. The laws and
regulations governing those matters
are highly specialized and complex.
Also, they normally relate to the
operating aspects of an entity rather
than its financial or accounting aspects. Consequently, determining
compliance with such laws and
regulations is outside the professional competence of independent
auditors.
Evaluation of the Materiality
of an Illegal Act

11. In evaluating the materiality
of an illegal act coming to his attention, the auditor should consider
the monetary effects, if any, on the
financial statements of the transactions involved, including the related contingent monetary effects
of the violation. Contingent monetary effects include fines, penalties,
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and damages. Other effects of a
violation that also should be considered include loss contingencies
that should be disclosed and other
matters that should be disclosed in
the financial statements (see paragraphs 13 and 14).
12. Loss contingencies, such as
the threat of expropriation of assets,
enforced discontinuance of operations in a foreign country, or possible litigation, may arise as a result
of an illegal act. The auditor's considerations for evaluating the materiality of those loss contingencies
are similar to those applicable to
other loss contingencies.2
13. The auditor should also
evaluate the adequacy of disclosure
of the potential effect of an illegal
act on the operations of the entity.
If a significant amount of revenue or
earnings is derived from transactions involving illegal acts, or if
illegal acts create significant unusual
risks associated with a material
amount of revenue or earnings, such
as the loss of a significant business
relationship, that information ordinarily should be considered for disclosure in the financial statements.
14. In the case of certain illegal
acts not having a material effect on
the financial statements, there nevertheless may exist a material loss
contingency requiring disclosure in
the financial statements because of
management's failure to make a required nonfinancial-statement disclosure. For example, nonfinancialstatement disclosure of certain illegal acts by management, such as
conviction for illegal campaign contributions, may be necessary to
comply with the requirements of a
regulatory agency because of their
2

Generally accepted accounting principles for the financial accounting for and
reporting of loss contingencies are contained in Statement of Financial Accounting Standards No. 5, "Accounting
for Contingencies."
3
For example, the SEC's Securities Act
Release No. 5466 requires that ". . . the
conviction of a corporation and/or its
officers or directors for having made
illegal campaign contributions . . . should
be disclosed to the public and specifically to the shareholders, particularly
in the context of a proxy statement
where shareholders are being asked to
vote for management."

alleged impact on the integrity of
management, even though the
amounts are not material to the financial statements. 3 Determining
whether the client is required by
applicable laws and regulations to
make such disclosure ordinarily requires an opinion from legal counsel.
Actions by the Auditor Concerning
a Possible Illegal Act

15. Because of the variety of
acts and circumstances that might
be encountered, it is not practicable
to provide specific guidance on the
steps an auditor should consider
taking with respect to a possible
illegal act that comes to his attention. The auditor should consider
the circumstances promptly; such
consideration may include seeking
the advice of legal counsel or other
specialists. The implications of a
possible illegal act should be considered in relation to the intended
degree of reliance to be placed on
the internal accounting control and
the representations of management.
16. After it has been determined
that an illegal act has occurred, the
auditor should report the circumstances to personnel in the client's
organization at a high enough level
of authority so that appropriate
action can be taken with respect
to—
(a) adjustments or disclosures that
may be necessary in the financial statements;
(b) disclosures that may be required in other documents issued on a more timely basis;
and
(c) consideration of appropriate
remedial actions to be taken.
In some circumstances, the only
appropriate persons of a sufficiently
high level of authority to take necessary action in the organization may
be the audit committee or the board
of directors.
Illegal Acts Having a Material Effect

17. If the auditor concludes that
an event whose effect, taken alone
or with similar events, is material
in amount and has not been properly accounted for or disclosed in
the financial statements, he would
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ordinarily need to qualify his opinion or express an adverse opinion
because of the departure from generally accepted accounting principles (see SAS No. 2, paragraphs
15-17).
18. The auditor may conclude
that the effects of an illegal act on
the financial statements are not susceptible of reasonable estimation.
When it is reasonably possible, or
probable, that a loss contingency
arising from an illegal act will be
resolved by a future event and the
amount of the potential loss cannot
be estimated, an uncertainty exists
for which the auditor should consider the need to qualify his opinion
(see SAS No. 2, paragraphs 21-25).
19. In some instances, the auditor may not be able to determine
the amounts associated with an
event, taken alone or with similar
events, because of an inability to
obtain sufficient competent evidential matter. For example, the act
may have been accomplished by
circumventing the internal control

7
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system and may not be properly
recorded or otherwise adequately
documented. In those circumstances, the auditor should consider
the need to qualify his opinion or
disclaim an opinion because of the
scope limitation (see SAS No. 2,
paragraphs 10-12).
Consideration of Other Illegal Acts

20. The auditor's consideration
of illegal acts that come to his attention that do not have a material
effect on the financial statements
will normally be influenced by the
nature of the act and management's
actions once the matter is brought
to its attention. If an illegal act has
come to his attention and he cannot
persuade the client's board of directors or its audit committee or other
appropriate levels within the organization to give appropriate
consideration to remedial action,
the auditor should consider withdrawing from the current engagement or dissociating himself from
any future relationship with the
client. The auditor's decision as to

whether to withdraw or dissociate
because of an illegal act not having
a material effect on the financial
statements ordinarily will be affected by the following factors:
(a) the effects on his ability to rely
on management's representations
and (b) the possible effects of continuing his association with the
client, including the appearance of
a loss of independence. In reaching a decision on withdrawal or
dissociation, the auditor should
consult with legal counsel.
Notification of Outside Parties

21. Deciding whether there is a
need to notify outside parties of an
illegal act is the responsibility of
management. In the ordinary case,
the auditor is under no legal obligation to notify outside parties. However, if the auditor considers the
illegal act to be sufficiently serious
to warrant withdrawing from the
engagement, he should consult his
legal counsel as to what other action, if any, he should take.

